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Topics Covered 

• CCEA 2005 Report 

• Personal Income and other measures of income (NEPPC 2008 paper) 

• Comparison of PI and AGI (BEA 2007 paper) 

• Implicit State and Local Price Deflator 

• Baumol’s Cost Disease 

 



CCEA 2005 Report 

• Commissioned by Comptroller to examine alternatives to the existing 
spending cap. 

• Looked at state and local government spending instead of revenue 
they receive. 

• Looked at trends in spending and components, esp. Medicaid 

• To more closely match goods and services governments ‘buy’, we 
used implicit state and local price deflator from BEA. 

• To capture increases in Medicaid spending, we incorporated the 
growth of this component in a weighted average growth index. 



CCEA 2005 Report 

• We looked at state revenue and expenditure limitations in other 
states. 

• We looked at the chronology (genesis) of Connecticut’s spending cap. 

• Our analysis offered one of several possible alternative rules for 
limiting spending. 

• We did not consider revenue limits. 



NEPPC 2008 Study of Income Measures 

• Looked at income measures to see which might be better for tracking 
Massachusetts’ capacity to support its Medicaid program. 

• Each income measure has advantages and disadvantages, e.g., PI does 
not contain realized capital gains, corporate income or taxable 
insurance premiums. 

• NEPPC recommended adjusted personal income as the most 
appropriate income measure for their purpose. 

• Adj. PI = PI + Net Realized Cap. Gains – Residence Adjustment 



Comparison of PI and AGI (BEA 2007 paper) 
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Implicit State and Local Price Deflator 

• The ratio of the current-dollar value of a series, such as gross 
domestic product (GDP), to its corresponding chained-dollar value, 
multiplied by 100.  Examples: SLPD and PCE. 

• “The index reflects the cost of purchasing inputs used by state and 
local governments. The basket of goods measured by this index 
changes over time as the actual purchasing patterns of government 
change due to price changes, technological changes, and other 
factors. This is a more accurate measure of the costs facing school 
districts than the Consumer Price Index, which measures the cost of 
purchasing a fixed basket of consumer goods.” 

http://www.bea.gov/glossary/glossary.cfm?key_word=current_dollar_est&letter=C#current_dollar_est
http://www.bea.gov/glossary/glossary.cfm?key_word=current_dollar_est&letter=C#current_dollar_est
http://www.bea.gov/glossary/glossary.cfm?key_word=current_dollar_est&letter=C#current_dollar_est
http://www.bea.gov/glossary/glossary.cfm?key_word=GDP&letter=G#GDP
http://www.bea.gov/glossary/glossary.cfm?key_word=GDP&letter=G#GDP
http://www.bea.gov/glossary/glossary.cfm?key_word=chained_dollar&letter=C#chained_dollar
http://www.bea.gov/glossary/glossary.cfm?key_word=chained_dollar&letter=C#chained_dollar
http://www.bea.gov/glossary/glossary.cfm?key_word=chained_dollar&letter=C#chained_dollar




Implicit State and Local Price Deflator 

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

PCE 79.327 79.936 81.11 83.131 84.736 85.873 87.572 89.703 92.261 94.729 97.102 100.065 100 101.653 104.149 106.121 107.572 109.105 109.44

S & L Deflator 63.996 65.285 67.875 71.16 73.626 75.141 77.761 81.719 86.333 90.677 95.426 100.279 100 102.714 105.923 107.985 110.143 112.287 112.296

NY-NJ-PA-CT 170.8 173.6 177 182.5 187.1 191.9 197.8 204.8 212.7 220.7 226.94 235.782 236.825 240.864 247.718 252.588 256.833 260.23 260.558

MA-NH-ME-CT 167.9 171.7 176 183.6 191.5 196.5 203.9 209.5 216.4 223.1 227.409 235.37 233.778 237.446 243.881 247.733 251.139 255.184 256.715
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Baumol’s Cost Disease 
• Baumol and Bowen (1965) AER, 1965, suggested that we expect: 

• average costs and prices in stagnant industries – ones with relatively low 
productivity growth – would grow relative to the average. 

• because of the rapid rise in relative prices, that real output in low-productivity 
growth industries would grow slowly relative to the overall economy. 



Baumol’s Cost Disease 
• Further, other implications of Baumol and Bowen’s analysis: 

• The impact of low productivity growth on nominal shares is ambiguous because it 
depends on the interaction of rising relative prices and declining relative outputs. 
Baumol sometimes assumed that demand would be price-inelastic, so low 
productivity growth would generally lead to rising shares of nominal output in 
stagnant industries. 

• The impact of low productivity growth on labor inputs will depend on the impact on 
output as well as on the structure of production. Generally, those industries with 
price elastic demand for output will experience a positive impact of productivity 
growth on employment, and contrariwise for industries with price-inelastic demand. 

• Who captures the gains from higher productivity growth, and who loses from 
stagnant productivity. Bowen and Baumol argued that stagnant industries such as 
the performing arts were likely to be financially stressed because of rising costs and 
prices. 

• What would be the effect on aggregate productivity growth? 



Baumol’s Cost Disease 

• William Nordhaus in his NBER 2006 paper analyzed the implications 
of B & B’s analyses and arguments and found: 
• The hypothesis of a cost-price disease due to slow productivity growth is 

strongly supported by the historical data. Industries with relatively lower 
productivity growth show a percentage-point for percentage-point higher 
growth in relative prices. 

• The real output/stagnation hypothesis is strongly confirmed. Technologically 
stagnant industries have shown slower growth in real output than have the 
technologically dynamic ones. A one percentage-point higher productivity 
growth was associated with a three-quarters percentage-point higher real 
output growth. 



Baumol’s Cost Disease 
• Further, Norhaus found: 

• There is a negative association of productivity growth with the growth in 
nominal output. In other words, stagnant industries tend to take a rising share 
of nominal output; however, the relationship is only marginally statistically 
significant. 

• Industries with more rapid productivity growth tend to displace labor and 
show lower growth of hours and employment. However, this relationship 
appears to be reversed within manufacturing industries, which show higher 
growth of labor inputs with higher productivity growth. 

• The differential impact of higher productivity growth on factor rewards is 
extremely small. While the impacts are statistically insignificant, there is a 
suggestion that higher productivity growth leads to slightly higher wage and 
profit growth, but at least 95 percent of productivity growth is passed on to 
consumers in lower prices. 



Baumol’s Cost Disease 

• Finally, Nordhaus finds: 

• Because demand is on average price-inelastic, stagnant industries 
have experienced rising nominal output shares. As nominal output 
shares increased in those industries, overall weighted productivity 
growth slowed. The changing shares over the 1948-2001 period had 
the effect of lowering productivity growth by slightly more than ½ 
percentage point per year, indicating that Baumol’s growth disease 
was an important factor during this period. 



Baumol’s Cost Disease 

• Nordhaus includes an important caveat: 

• Second, the data are sometimes poorly measured estimates of true 
output and therefore cannot correctly calculate true prices or the 
correct numerator for productivity. This shortcoming is particularly 
serious in services such as health, education, and personal services, 
for which the output measures are in reality measures of inputs. We 
have dealt with measurement issues by taking different slices of the 
data, such as examining data for different periods or for subsets of 
industries that are well-measured, but we cannot wholly overcome 
the mismeasurement difficulties. 


